Monetary policy also takes on a unique character in the current economic environment. This year, for the first lime in history, the Federal Reserve System has made public its intentions for monetary growth a year in advance. To achieve its broad economic objectives, the Federal Open Market Committee (FOMC) has adopted a 5 to 7.5 percent target rate of growth for the narrowly defined money stock (M,) for the period from the second quarter of 1975 to the second qnarter of 1976.1 Thus, monetary and fiscal policies which are intended to foster a turnaround in economic activity have been put into effect or announced. But given past relationships between Government deficits and money supply growth, there is a question regarding the compatibility of these policies. In practice, monetary and fiscal policy actions do not evolve independently of each other, In the past, deficits have created pressures for increased money supply growth -the greater the deficit, the greater have been the pressures on the monetary authorities for monetary expansion.
Interest rates provide the link in the decisionmaking process between monetary and fiscal actions. Large Government deficits, which have to be financed in private credit markets, have a tendency to depress prices of Government securities, raise the yields on these securities, and raise interest rates in general. This upward pressure on interest rates can be resisted temporarily through Federal Reserve purchases Page £ of Government securities, which inject reserves into the banking system and expand both the money stock and the supply of credit. In other words, increases in deficits put upward pressure on interest rates which, when resisted by the Federal Reserve, become a source of monetary expansion.
The current situation does not seem to be an exception to this historical experience. In the first half of 1975, large sales of Treasury securities were more than offset by declining private demand for credit, and interest rates declined over this period. As economic recovery progresses, however, it is reasonable to expect that total credit demands will start to increase. Since June 1975 interest rates have begun to show signs of upward movement.
In testimony before the Flouse Banking and Currency Gommittee on July 24, Arthur F. Burns, Chairman of the Board of Governors of the Federal Reserve System, announced the long-run money stock target adopted by the Federal Open Market Committee. 2
Congressman I-Ienry Reuss expressed a strong preference for the maintenance of the current level of interest rates over the target period. Since attainment of the money stock target might imply higher interest rates in the short run than would otherwise be the case, these two views may be in conflict,
This article attempts to trace through the implications of large Covernment deficits by presenting two hypothetical scenarios. The first case is one in which the money stock is permitted to grow at the announced target of 5 to 7,5 percent from the second quarter of 1975 to the second quarter of 1976 and interest rates are permitted to seek their marketdetermined level. The second case depicts a situation where interest rate stabilization would be the target of the Federal Reserve. In this hypothetical example, it is assumed for illustrative purposes that purchasing twice the amount of Covernment debt as in Case I would attain the interest rate stabilization objective. 1952 1953 1954 1955 1956 1951 9958 1959 1960 1961 196? 1963 1964 1965 1966 196! 1961 1969 1910 1911 1912 1913 1914 1975 1976 1917 .G,,,,,n,,t,n,,,n 
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As illustrated in Chart I, the amount of Government debt outstanding increased at a very slow 1 percent annual rate from the early 1950s to the early 1960s.Ã t the same time the amount of debt held by the Federal Reserve System increased at a 2 percent rate and, as can he seen in the bottom two tiers in Chart I, both the monetary base and the money stock increased at less than a 2 percent average annual rate.
4 From late 1961 to mid-1975, net Federal Covernment debt increased at a 3.5 percent annual rate. During this period, however, the Federal Reserve increased its holdings of debt at an 8.5 percent annual rate.
As the Federal Reserve was increasing its holdings of debt outstanding at an accelerated rate, growth of the monetary base and the money stock also increased. In the early 1960s, money and base grew at average annual rates of 3.4 and 4.4 percent, respectively. From the mid-1960s to the present, growth rates of money and base have averaged between 6 and 8 percent over extended periods. On balance, the monetary base and the money stock increased at rates of 5.7 and 5.1 percent, respectively, from late 1961 to mid-1975. In order to illustrate a procedure for making such a determination, the growth of money stock must be related to growth of the monetary base. Assuming that reserve requirements, deposit distribution among various classes of banks, and the public's preferencẽ
The outstanding Government debt referred to in this article is total gross public debt minus debt held by U. S. Government agencies and trust funds, for utilization of reserves remain unchanged, one can derive the growth of the monetary base which would correspond to the targeted money stock growth (see Appendix for a more detailed derivation). If 80 percent of this increase in the base results from purchases of Government securities by the System, 5 the change in the holdings of securities by the System associated with the 6,25 percent target money growth can be determined.
This procedure indicates that the monetary base would have to increase by about $8 billion in order for the money stock to increase $18.1 billion from the second quarter of 1975 to the second quarter of 1978. This would mean that the System~sholdings of securities would increase by about $6.4 billion through the second quarter of 1976, about 7.5 percent of the estimated sales of net Government debt during this period.°i
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In this hypothetical example, the primary assumption is that in order to stabilize interest rates at prevailing levels, the Federal Reserve will have to purchase more of the increased Government debt than is necessary to attain the announced M, target growth. The exact amount of such purchases is not known with any degree of certainty; however, for illustrative purposes only, it is assumed that the System would have to purchase twice the amount of Government debt indicated in Case I, or 15 percent. The Federal Reserve currently owns about 22 percent of the Federal debt outstanding.
Purchasing 15 percent of the projected Government funding requirements for fiscal 1976 would result in a $13 billion increase in the Federal Reserve's holdings of Government securities. An increase of this magnitude implies a 14 percent increase in both the monetary base and the money stock.
If the monetary multiplier does not exceed its historical variations, these two Cases illustrate that maintenance of the announced targets of monetary growth and current levels of interest rates may not he compatible. If an attempt is made to maintain current levels of interest rates and private credit demands increase, then the money stock would have to rise at a more rapid rate than that targeted by the FOMC. There are, of course, analysts who believe that growth of money stock in the range of 14 percent for the period under consideration (one year) is of no consequence.
7 They argue that recovery would be stifled if interest rates were permitted to rise, and money stock growth could be reduced as the economy approaches its capacity. The subsequent section presents some evidence on the relationships between money growth and economic activity.
History has shown that economic conditions are affected by movements in the money stock and, hence, by Federal Reserve purchases of Government securities. Since the above two Cases differ considerably in the rate of money growth and the amount of securities purchased by the Federal Reserve System, each Case would have different implications for output, prices, and, as already discussed, interest rates.
Chart II depicts historical relationships between changes in the money stock and changes in output, prices, and unemployment. The first tier of this Chart depicts the short-run fluctuations and long-run (trend) growth in the money stock. Since about 1961, the trend growth of the money stock has been rising. Historically, the trend growth rate of the money stock has been associated with a similar rate of change in the price level (Chart II, second tier).
Short-run fluctuations in growth of the money stock have been associated with temporary corresponding changes in the rate of real output growth. The first four shaded areas on Chart II are periods of business recessions as defined by the National Bureau of Economic Research. Prior to each of the recessions, the rate of growth of the money stock declined relative to its trend.
Case I assumes an average rate of growth of the money stock of about 6.25 percent through the second quarter of 1976. Such a rate of money growth would continue the trend growth that has prevailed since late 1971. On the basis of historical relationships, this money stock growth would result in about a 8 percent rate of increase in prices. Since this rate of money growth represents a marked increase from the rate which prevailed in late 1974 and early 1975, historical relationships also imply a short-run stimulus to real output.
Case II is associated with a much more rapid rate of money stock growth. The relationships presented in Chart II indicate that rapid monetary growth probably would provide a strong stimulus to expansion of real output in the short run, To the extent that this very rapid growth in the money stock were maintained long enough to increase the trend growth of money, however, the rate of inflation would also gradually increase. If, in an attempt to prevent the reemergence of inflationary pressures at a later time, the sharp increase in the rate of growth of the money stock were followed by a correspondingly sharp contraction in money growth, historical evidence indicates that a sharp decline could occur in the growth of real output and employment.
It is generally accepted that the supply of and demand for funds determine the level of interest rates. In each Case the increase in the supply of securities (demand for credit) i~ythe Treasury is assumed to be the same.
8 The implications for interest rates in each Case depends, therefore, on the relative amount of Government securities taken by the Federal Reserve, and the differential influence of each Case on the growth of output and expectations regarding the rate of inflation. These latter two influences affect growth of private credit demand.
Case I, it may be recalled, implied that the System would purchase about $6.4 billion of the increase in debt outstanding through the second quarter of 1976. In Case II it was assumed that tile System would purchase a much larger amount of securities than in Case I. For this reason, upward pressure on interest rates would not he expected to be initially as strong for Case II as for Case I. The larger the volume of Government debt demanded by the Federal Reserve System, the higher the price, and the lower that interest rates would be in the' short run. On the other hand, Case II indicates faster growth of output in the short run and re-emergence of more rapid inflation and inflationary expectations. These increases in expectations of inflation would tend to suggest sharply higher market interest rates in the long run than would occur in Case I.
This assumption is made only for the sake of simplicity. It is recognized that Govensinent deficits are affected by the rate of money supply growth in such a way that the supply nf Government debt obligations would he somewhat less in Case II than in Case I.
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The monetary growth target established by the Federal Open Market Committee may imply somewhat higher interest rates temporarily and somewhat slower recovery from the cmTent recession than the interest rate levels and recovery growth advocated by some economists and some policymakers. If total credit demands increase with improved economic activity, interest rates will be subjected to upward pressure. An attempt to maintain market rates at current levels could produce an undesirable choice of alternatives: either the acceptance of a high rate of inflation or the re-occurrence of recession when money growth is sharply curtailed to cheek inflation.
APPENIJIX
This Appendix illustrates the derivation of the amount of securities which the Federal Reserve would purchase in order to produce the announced target rate of growth of the money stock. The step-by-step procedure described here is an explanation of the figures used in Case I of the accompanying article.
The monetary base is derived from the consolidated balance sheets of the Federal Reserve and Treasury. The monetary base is defined as the monetary assets of the private sector; therefore, the account is rearranged so that only the liabilities of the Treasury and the Federal Reserve System, which are held by the private sector, are shown on the liabilities side of the balance sheet. An increase in the monetary base increases the money supply through a multiplier effect. A given amount of monetary base generally upports about 2.5 times this amount in money stock. Money stock is defined as the sum of currency and demand deposits n the hands of the public. The target rate of money growth of 5 to 7.5 percent for the period from the second quarter of 1975 to the second quarter of 1976 implies an increase of $18.1 billion in the money stock. Currency was assumed to grow about as rapidly as personal income, or about 8 percent doring this period -a $5.6 billion increase. Every dollar increase in currency requires a dollar increase in monetary base, therefore Item 6 in the accompanying Table is derived. The remaining portion of the money stock is comprised of demand deposits. By multiplying the estimated portion of member bank demand deposits by the average reserve requirement ratio on demand deposits, Item 7 is found, Using the other announced aggregate targets,' the increase in net time deposits can be derived. Multiplying this amount by the reserve requirement on these deposits, Item 8 is estimated. An increase in credit demand would imply an increase in CDs over this period. Again the change would be multiplied by the reserve requirement on these deposits. Historical extrapolation indicates an approximate increase in nonmember bank vault cash that would be expected over this period (Item 10). These items are then totaled to derive the change in the "required" reserves and currency over the period -$8 billion. 
